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INTRODUCTION 



At various times during this nation's history, the Federal Govern- 
ment has operated business- type enterprises in the direct competition with 
private industry. It created the majority of these enterprises during 
periods of economic emergency and conflict, such as the depression and World 
Wars I and II; however, it continued the activities after the emergencies 
had terminated. 

Following World War II, Congress repeatedly expressed its concern 
over the growth of these enterprises. At its direction, the second Hoover 
Commission studied and investigated various activities which were considered 
to be competitive with private enterprise. With regard to the military 
business enterprises, the Commission expressed in a statement of policy 
that: 

The Department of Defense is engaged in many business enterprises* 

It is our belief that all such commercial and industrial activities 
that can be effectively performed by private industry should be turned 
over to private industry. The burden of proof should be upon the 
Government to justify the continuation of present or inauguration of 
new commercial or industrial activities. * 

The Commission listed and analyzed several reasons which were given 
to justify the Government's business enterprises. It dismissed the contention 
of the military departments that it was more economical to operate certain 
enterprises than to purchase the goods and services from private industry 
by stating that: 

^Commission on Organization of the Executive Branch of the Govern- 
ment. Subcommittee Report on Business Enterprises of the Department of 
Defense (Washington, D.C: Government Printing Office, 1955), p.l. 
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In practically every case analyzed the Government’s claim of more 
economical operation results from inaccurate or incomplete recording 
of costs. Costs submitted by the Government are rarely comparable 
with those of private industry, since they fail to include items such 
as military pay, retirement and other fringe benefits, rental value 
of facilities used, heat, light, and power, depreciation of equipment, 
management overhead, interest on investment (in land, buildings, 
equipment, and inventory), taxes— local. State and Federal~and profits 
of private industry subject to taxes. 

Prior to publication of the Commission’s report, the Bureau of the 

Budget had already issued a Bulletin covering the operation of commercial- 

industrial activities of the Government. The Bulletin required that each 

executive department and establishment compile an inventory of all its 

commercial activities and evaluate each of these activities for the purpose 

of determining which products or services could be procured from private 

enterprise. It also outlined the costs which would be included in the cost 
3 

comparisons. The current Bulletin covering this same subject contains the 
following provision: 

• • • Costs . . . . The costs assigned to Government operation must cover 
all direct and indirect outlays, such as pay and other allowances for 
personal services and leave; contributions for retirement and disability; 
supplies; materials; transportation; warehousing; utilities; maintenance 
repairs, and similar factors. Appraisal of elements not usually 
chargeable to current appropriations, such as depreciation, interest on 
the Government’s investment, .... the cost of self-insurance (even 
though it is unfunded), «nd exemption from Federal, State and local 
taxes . . . must also be made to the extent necessary to put the costs 
on a comparable basis. . . .^ 

The Department of Defense had issued instructions regarding the use. 



2 Ibid . p. 10. 

■*U.S., Executive Office of the President, Bureau of the Budget, 
Bulletin No. 55-4. Commercial-industrial activities of the Government 
providing products or services for government use . (Washington, D.C.: 
January 15, 1955) . 

^U.S., Executive Office of the President, Bureau of the Budget, 
Bulletin No. 60-2. Commercial- industrial activities of the Government 
providing products or services for government use . (Washington, D.C.: 
September 21, 1959), pp. 2-3. 
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administration and review of the business-type activities under its control 
prior to issuance of the Bureau of the Budget Bulletin. Upon receipt of the 
Bulletin and in conformance with the policy concerning the costs, it issued 
a detailed set of cost principles and Instructions covering the accounting 
methods to be used in determining the product and services costs of those 
industrial and commercial facilities owned and operated by the Department.-* 

Although it appears that the previously referenced directives apply 
only to business- type enterprises which are in competition with civilian 
industry, there are Instances where the guidelines are applied in the determi- 
nation of the costs of operation of a functional area or the provision of a 
service by a non- Indus trial activity. A good example is a comparative cost 
study which was recently conducted by medical department personnel of the 
Army, Navy and Air F< rce. The area under study was the providing of medical 
care to one category of patients— dependents of military personnel. The 
purpose of the study was to compare the cost to the Government to provide 
obstetrical and other medical care to these dependents in military hospitals 
versus the cost to buy similar care from civilian hospitals and physicians 
under a Government sponsored program. 

The study was conducted as a special cost study since it required 
analysis beyond the normal accounting procedures of any of the military 
services. It involved the collection of costs for fourteen selected military 
hospitals for one year; the computation of the costs assignable to the 
various categories of patients, both as a cost per day and a cost per case; 
and the comparison of the computed costs with the actual charges to the 

5u.S., Department of Defense, Instruction No. 4100.23, Department 
of Defense Program for Review of Commercial and Industrial- type Activities . 
(Washington, D.C.: August 22, 1955). 
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Government for similar services from the hospitals and physicians in the 

adjacent communities. All direct and hidden costs which could be identified 

with the operation of the military hospitals were included. The costs were 

considered to be equally applicable to all categories of patients and were 

prorated accordingly. In addition, 

... An overhead cost factor of $5.55 per day was added to each 
calculation in the military hospital cost. This represents an agreed 
upon figure with the BOB to cover those cost items not directly dis- 
cernible at the station level.® 

Thus, every effort was made to ensure that the military costs were analyzed 
on a basis comparable to that used in civilian hospitals. 

Underlying this cost study, and possibly the only reason for con- 
ducting it, is an assumption that if the Government can purchase obstetrical 
and other medical care for military dependents at a lower cost than the 
military hospitals can furnish it, the service should be purchased and the 
availability of medical care in military hospitals should be curtailed or 
discontinued. The study, then, should provide the data which is necessary 
to make a choice between the two alternatives. The situation is analogous 
to the common make or buy problem which occasionally confronts management in 
business and industry. Yet, the consideration and handling of the costs in 
the two situations are not the same. In the government study all costs are 
considered; in the business enterprise only differential or marginal costs 
(those which differ between the alternatives) are considered. The latter 
practice is equally applicable in civilian hospitals. In discussing special 
cost studies, the American Hospital Association states that: 



g 

U. S., Office of the Assistant Secretary of Defense, Letter with 
enclosure, from Shirley C. Fisk, M.D., Deputy Assistant Secretary (Health 
and Medical), to Hon. L. Mendel Rivers, Chairman, Subcommittee on Construc- 
tion of Military Hospital Facilities, House of Representatives (Washington, 
D.C.: July 24, 1964). Printed in Hearings Before the Special Subcommittee on 
Construction of Military Hospital Facilities . 88th Cong., 2d Sess., 1964., 
p. 10342. 
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When the management is analyzing the costs of alternative choices, 
it 3hould consider the marginal costs. It is possible to make a 
comparison of the total costs that would be assigned to each alternative, 
but care must be taken to properly apply all allocated costs to both 
situations. However, the comparison can be accentuated by relating the 
costs which are peculiar to each activity and eliminating costs that 
are common to both alternatives. 



However, the point of analysis of marginal costs is to assess what 
costs will be added to or deleted from the total costs of the whole 
hospital due to the contemplated alternative. Only these are relevant 
to the decision since they measure the burden assumed or dropped by 
the hospital. ..." 

The author believes that the procedures discussed in the previous quote can 
be useful in determining which costs may be considered relevant in the 
computation of the cost of dependent care in military hospitals. 

The purpose of this paper is to review the comparative cost study 
in the light of the American Hospital Association statement. No attempt is 
made to analyze the techniques which were used in the study or to develop 
new cost figures. Instead, the emphasis is directed toward the presentation 
and discussion of those factors which might affect the relevancy of the 
cost data. In other words, the writer hopes to present information which 
will support his contention that all of the costs which arc assigned to 
dependent care will not, in fact, be saved if any part or all of dependent 
care is discontinued in military hospitals. 

Since the missions, organization structures, staffing patterns, 
training programs and other areas differ between the three military services, 
the presentation of data is limited to one service--the U.S. Navy. Never- 
theless, most of the information and conclusions may also apply to the U.S. 
Army and the U.S. Air Force. The following areas are discussed: 

1. Who are the patients involved?— the historical background, legal 



^American Hospital Association, Cost Finding for Hospitals (Chicago: 
American Hospital Association, 1957), p. 92. 
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restraints, role and importance of dependent care in the naval medical sphere. 

2. What was done?-~a brief description of the basic cost study, 
mainly to familiarize the reader with the nature and types of costs involved 
and the manner in which these costs were prorated between the categories of 
patients. 

3. Could it have been done differently?--a consideration of the 
missions of the Navy Medical Department and Hospitals, the determination and 
legal nature of staffing of medical facilities, the basic reasons for 
technical medical training and other areas which are considered pertinent. 
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CHAPTER I 



WHO ARE THE PATIENTS INVOLVED?— THE MILITARY DEPENDENTS 



In order to answer the question "Who are the patients involved?" 
this chapter discusses the particular group of patients which was the cause 
of the study-- the dependents of military personnel. It presents a definition 
of those individuals who are considered to be dependents eligible for medical 
care; a discussion of the role that they play in the medical environment of 
the Navy; the background covering their entitlement to medical care; and a 
discussion of the question of whether medical care is a right or a privilege. 

A Definition 



The laws and service regulations are quite explicit regarding which 
individuals are entitled to medical care. The most current legislation 
defines a dependent as a person who has the following relationship to a 
member or former member of a uniformed service: 

(A) the wife; 

(B) the unremarried widow; 

(C) the husband, if he is in fact dependent on the member or former 
member for over one-half of his support; 

(D) the unremarried widower, if, because of mental or physical 
incapacity he was in fact dependent on the member or former member at 
the time of her death for over one-half of his support; 

(E) an unmarried legitimate child, Including an adopted child or 
stepchild, who either— 

(i) has not passed his twenty-first birthday; 

(ii) is incapable of self-support because of a mental or 
physical incapacity that existed before that birthday and is, or was at 
the time of the member's or former member's death, in fact dependent on 
him for over one-half of his support; or 

(iii) has not passed his twenty- third birthday, is enrolled in 
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